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Preface
This MAS practice aid is one in a series devoted to the kinds of man
agement advisory services often provided to a practitioner’s small busi
ness clients. Even though the same services may be provided to large
clients, practitioners’ experience indicates that providing advice and as
sistance to small, closely held businesses often differs from similar en
gagements with larger clients. Small businesses frequently do not have
or cannot justify in terms of cost the breadth of financial and accounting
expertise present in larger businesses. Hence, the nature and depth of
the practitioner’s data gathering and analysis may differ when providing
services to small and large businesses. Most important, the personal
plans, finances, and desires of the small business owner may have a
significant impact on the business’s current and future operations and
the practitioner must take them into consideration when providing advice
and assistance.
MAS Small Business Consulting Practice Aids do not purport to in
clude everything a practitioner needs to know or do to undertake a spe
cific type of service. Furthermore, engagement circumstances differ and,
therefore, the practitioner’s professional judgment may cause him to con
clude that an approach described in a particular practice aid is not
appropriate.
For members employed in industry and government, MAS Small Busi
ness Consulting Practice Aids contain information that may be useful in
providing internal advice and assistance to management.
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Introduction
Franchised operations now account for approximately one-third of the
retail sales in the United States, with over two thousand franchisors of
fering opportunities to own a small business. According to Franchising
in the Economy, a recent study published by the International Trade
Administration, franchised businesses accounted for $419 billion in an
nual sales, with retail franchising amounting to $368 billion. The types of
businesses that are franchised are extremely diverse and include dental
practices, funeral homes, beauty shops, maid services, and lawn care,
as well as the more commonly recognized fast-food restaurants and auto
dealerships.
As franchised businesses have grown, practitioners’ involvement with
the owners has also increased. Both franchisees and franchisors seek
accounting and tax assistance from practitioners. However, they also
commonly request management advisory services, such as preparation
of business plans, cash flow projections, and loan packages. Many fran
chised businesses are in high-growth, volatile industries requiring strong
management skills, so potential investors can benefit from professional
CPA assistance, especially early in the franchise evaluation process.

Scope of This Practice Aid
This practice aid provides practitioners with information to assist clients
in evaluating a potential investment in a new or existing franchised busi
ness. Practitioners providing this service usually have experience in the
industry the client is considering as well as a general knowledge of
franchising.
This practice aid helps practitioners do the following:
• Evaluate a client’s suitability to be a franchisee in the specific situation
proposed.
• Market this service to clients.
• Structure and formalize an engagement.
• Identify issues deserving investigation and design investigative pro
cedures.
• Develop and report recommendations to clients.
• Recognize additional services that can be provided as follow-up
engagements.
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The accompanying forms and reports in the appendixes are for illus
trative purposes only. Practitioners may wish to develop forms and reports
based on their own methods and experiences, adding, deleting, or re
placing elements as needed. Similarly, the questions in each section are
not all-inclusive. They can be augmented by questions that are specific
to the client and the industry under consideration.
This practice aid includes an engagement flowchart (exhibit B-3 in
appendix B) and an abbreviated case study (appendix C). The case
study illustrates the phases of a franchise evaluation engagement and
includes a sample engagement letter, a representation letter, and a client
report.
This practice aid does not address tax considerations or reporting
requirements for a franchised business. Practitioners should refer to ap
propriate federal and state tax laws and professional accounting pro
nouncements and literature for such information. This aid also does not
provide legal advice. The impact of state and federal laws on franchising
activities is very significant and the client and practitioner need to carefully
consider such laws in consultation with legal counsel.
This aid should not be interpreted as setting standards or preferred
approaches. It includes some information that was presented in previous
practice aids. Repeating that information is deemed necessary for com
plete coverage of the subject.

Engagement Understanding
Once the practitioner has accepted the client, it is preferable to confirm
the engagement in a written understanding. The statement specifies the
objectives and scope of the engagement and the evaluation activities
the practitioner will perform. Clearly delineating scope is desirable be
cause it varies greatly among franchise evaluation engagements.1 It is
also desirable to outline the specific steps the practitioner will take, the
areas of investigation, and the form of the report—oral or written. An
example of an engagement letter appears in the case study in appendix
C. Practitioners may want to add sentences about tax or other services.1
1. For example, one engagement may require only a simple consultation based on the
practitioner’s knowledge of the situation and the particular franchise organization(s). (See
Statement on Standards for Management Advisory Services [SSMAS] No. 3, MAS Consul
tation [New York: AICPA, 1982].) Another engagement may require considerable research
and effort, including client assistance in investigating franchisors, preparing necessary
documents, and implementing accepted recommendations. (See SSMAS No. 2, MAS En
gagements [New York: AICPA, 1982].) The actual extent and nature of each engagement
will largely depend on the client’s capability and willingness to assist the practitioner.
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In the statement, the practitioner also does not guarantee any specific
engagement results that the client may be seeking. The practitioner
clearly states the fee (or the manner of computing it), spells out the
payment terms, and stipulates that the fee does not depend on the en
gagement’s outcome.

Engagement Objectives and
Benefits
The objectives of the franchise evaluation engagement are to do the
following:
•
•
•
•
•

Evaluate the franchisor.
Evaluate the particular franchise, including its location.
Evaluate the client.
Determine whether the client and the franchise fit each other.
Evaluate alternative franchises (optional).
The engagement has the following benefits:

• The client can select a franchise investment that is consistent with a
desired risk level.
• The client who plans to operate the unit personally can select a fran
chise that is consistent with his management experience and ability.
• The client acquires management tools, such as financial projections,
that can be valuable in operating the potential business.
• The client can determine the minimum capital required to purchase
and operate the franchise.
• The client can compare the return on investment of alternative fran
chise opportunities, if they exist.

Engagement Considerations
An engagement to assist in franchise selection differs from most MAS
engagements because the practitioner’s concern is with the client’s po
tential business investment rather than with improving the client’s current
operation. A further contrast is the significant impact of a third party, the
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franchisor, on the practitioner’s recommendations and the client’s deci
sion.
Franchised businesses vary greatly in quality, complexity, and po
tential. Similarly, franchisors vary greatly in their financial stability, man
agement ability, ethics, and the overall quality of assistance they provide
to their franchisees. One of the frequent criticisms of franchisors is that
they screen prospective franchisees poorly. Practitioners can provide
very valuable services to a potential franchisee by taking a critical, in
dependent look at the franchisee, the franchisor, and the intended busi
ness. However, the client needs to be involved throughout the
engagement by providing essential personal, business, financial, and
franchisor information and by deciding what actions to take during the
engagement.
Franchise evaluation engagements may originate as requests from
new or existing clients who wish to own a business for the first time, sell
their current business and acquire a franchise, or acquire a franchise as
an additional business. Engagements may also result from a practitioner’s
recommendation that a potential or existing client consider purchasing
a franchise. Practitioners can inform clients about the diverse nature of
franchise opportunities and explain how CPA firm services can be helpful
in evaluating them. Practitioners may also wish to reach potential clients
by contacting trade associations or other organizations.

Conducting the Engagement
Fact-finding and Document Collection
The practitioner’s role in assisting with franchise selection is heavily ori
ented toward gathering and analyzing pertinent information. In gathering
information, the practitioner might ask the client to provide the following
(or ask the franchisor, if the client cannot comply with the request):
Client Information and Materials
• A letter signed by the client, authorizing the practitioner to request
information from franchisors on the client’s behalf. Client authorization
usually facilitates franchisor cooperation.
• Information about the business and financial background of the client.
The practitioner uses business information about the client to evaluate
the client’s ability to operate and finance the proposed investment.
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Franchisor and Franchisee Financial Information and Requirements
• Franchisor’s financial statements. The practitioner uses financial state
ments in evaluating the historical success of the company and its
ability to support its franchise offerings.
• Financial statements of several representative franchisees. The infor
mation in representative franchise statements may establish the prof
itability of similar franchises and provide some benchmarks for future
evaluation of the client’s operating results.
• Financial requirements of the proposed franchise. Information about
financial requirements is essential in determining whether the client
has sufficient financial resources to meet the purchase terms.
• Financial projections for the proposed franchise.2 The projections
should support any claims of sales volume and profitability the fran
chisor makes. If a projection is unavailable, the practitioner can assist
the client in preparing one.
Franchisor Support
• Summary of training assistance. Many franchises involve new busi
ness experiences for investors. The practitioner reviews the summary
to determine whether the franchisor offers sufficient training to fran
chisees and their essential staff.
• Summary of advertising and promotion program. The practitioner
needs to assess the extent of the franchisor’s commitment to pro
motional support. The practitioner ascertains if the commitment in
cludes local, as well as national, advertising and if mandatory
advertising fees and the payment terms are appropriate.
Franchisor Documentation
• Legal documents, including the franchise agreement and any related
leases. Legal agreements are essential to fully understand the fran
chise proposition.
• Franchise offering circular. The practitioner reviews the circular to
determine if the claimed terms and benefits agree with the other doc
uments and facts.
• Regulatory registration documents. The practitioner examines any de
tailed government filings to determine if they either support or conflict
2. See Statement on Standards for Accountants’ Services on Prospective Financial State
ments, Financial Forecasts and Projections (New York: AICPA, 1985), and the Guide for
Prospective Financial Statements (New York: AICPA, 1986).
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with other claims by the franchisor. Disclosure statements are a key
source of information, often revealing problem areas. The Federal
Trade Commission’s franchise rule (16 CFR Part 436) requires fran
chisors to provide a disclosure statement to franchisees. In addition,
many states3 require a uniform franchise offering circular (UFOC).
These statements and circulars contain detailed information on im
portant subjects, such as—
—The name(s) of the franchisor and its affiliates, including officers
and directors.
— Lawsuits and bankruptcy history.
— Initial and continuing franchise payments.
— A description of the goods and services the franchise unit sells.
— Franchisor assistance.
— Franchise statistics.
— Franchise restrictions.

Information Evaluation
In gathering facts, the practitioner generally conducts a number of in
terviews with appropriate parties to obtain relevant data. Appendix B
contains a questionnaire that may be useful in a franchise investigation.
The practitioner can modify the questionnaire to fit the specific require
ments of a particular engagement.
To help the client make an informed decision about a particular fran
chise, the practitioner considers the amount and quality of data available
on franchisor and franchisee stability, contract conditions, cost, financing,
and restrictions. Exhibit B-1 in appendix B is a sample form to aid the
practitioner in evaluating the quality and quantity of available data. The
practitioner can also use the form to compare alternative franchise or
ganizations.

Visits
It is desirable for the practitioner to inspect the proposed franchise lo
cation if the client has selected or designated one. Such an observation
may yield important information. In addition, discussions with several
existing or former franchisees and with one or two competing franchisees
(or a similar franchisor, if nearby) may provide comparative information
and candid comments about the franchise and the franchisor.

3. The states are California, Hawaii, Illinois, Indiana, Maryland, Michigan, New York, North
Dakota, Oregon, Rhode Island, South Dakota, Virginia, Washington, and Wisconsin.
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A visit to the franchisor’s offices, if the client authorizes it, provides
an opportunity to obtain additional information and develop impressions
about the franchisor. If a visit is not possible, the practitioner may develop
a list of questions for the franchisor and ask the client to seek responses.
The diagnostic questionnaire in appendix B includes some appropriate
questions.

Evaluation of the Client
Even though the client has retained the practitioner for the primary pur
pose of studying one or more specific potential franchise investments,
the client will gain an important benefit if the engagement includes eval
uating the client’s suitability for the proposed investment. There are at
least two reasons for client evaluation. First, the client may have little
business acumen and experience or may have held only executive po
sitions, and so he or she may not fit the mold of an entrepreneurial small
franchise operator. Second, many franchisors have little concern for the
franchisee’s qualifications. The client will probably appreciate appropri
ate comments about personal qualifications.

Recommendations to the Client
The practitioner may need to review recommendations with the client
before the final report. If it appears the client will proceed with the fran
chise investment, the practitioner can begin accumulating suggestions
about the form of the proposed operation and related tax implications.
At this point the client should have legal counsel review the various
documents.

Final Report
A franchise evaluation engagement usually concludes with a written com
munication of the following:
• A profile of the selected franchise industry, including growth potential
and competitive environment
• An evaluation of the franchise and franchisor
• The client’s strengths and weaknesses as they relate to operating the
prospective franchised business
• A recommendation for franchise selection, if appropriate
The practitioner evaluates the accumulated information, develops pro
spective financial information, drafts a preliminary report, and then sched
ules a meeting to review the draft with the client. At the meeting, the
practitioner obtains any additional information from the client to complete
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or revise the report. The client may ask for additional information or clar
ification and the practitioner can suggest any possible expansion of the
engagement. After this meeting, the practitioner prepares a final report
and delivers it to the client.

Optional Engagement Activities
The client may request, or the practitioner may recommend, comparing
the proposed franchise with similar franchises to determine the reason
ableness of the information the franchisor provided. This comparison may
include analyzing fees, training, existing franchise failure ratios, and other
items.
The client may also ask the practitioner to expand the engagement
to include additional comprehensive studies of similar franchises if the
client hasn’t decided whether to purchase the initial selection or has
rejected it. This additional service might be a complete study or partial
study, depending on the applicability of the information gathered for the
first franchise evaluation.

Follow-up Engagements
Postengagement assistance to the client may include the following:
• Reformat the prospective financial information so that it will be ap
propriate for use by a potential financing source.
• Negotiate financing with credit institutions.
• Negotiate with franchisors.
• Conduct further study of items mentioned in the final report.
• Assist in evaluating alternative or additional sites.
• Provide tax planning.
• Analyze lease-versus-purchase options.
• Set up the operation and provide ongoing accounting and tax ser
vices.
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APPENDIX A

Engagement Acceptance Considerations
Prior to accepting the franchise evaluation engagement, the practitioner obtains
the following background information on the client, especially a new one:
• Most recent accountant
• Referral source
• Banking arrangements
• Credit history
• Business objectives
• Law firm
• Prior business experience and education
• Operating results of businesses controlled or managed
• Financial condition
• Experience in the industry under consideration
• Intention of the client to establish a continuing relationship or to obtain one
time-only assistance
In deciding whether to accept the new client, the practitioner seeks answers
to the following questions:
• Would accepting the client be in keeping with professional standards and
the practitioner’s policies?
• Does the practitioner believe that the benefits of the engagement will be costeffective?
• Does the practitioner possess the knowledge and competence to successfully
complete the engagement?
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_

Som e

V ague and
Incom plete

Not
G iven

and C o m p le te

H ighly D etailed

3

Total Score

B ankruptcy history_____________________________________________ ______________________ ______________________ ______________________ _________________________________________

Litigation history__________________________________________________________________________________________________________________________________________________________________

O fficers’ and dire ctors' experience ________________________________ ______________________ ______________________ ______________________ __________ ___________________________

d ealers and franch iso r enforcem ent_____________________________ ______________________ ____________________________________________________________________________________________

S ales by unauthorized

Territory_________________________________________________________________________________________________________________________________________________________________________

N ew lines by sam e franchisor_____________________________________________________________________________________________________________________________________________________

M arket protection ________________________________________________ ______________________ ______________________ ______________________ __________________ ____ ________________ ______

C ancellation______________________________________________________________________________________________________________________________________________________________________

Term ination______________________________________________________________________________________________________________________________________________________________________

Tra n ste r_________________________________________________________________________________________________________________________________________________________________________

Renewal_________________________________________________________________________________________________________________________________________________________________________

C ontract conditions ______________________________________________ ______________________ ______________________ _________________________________ ____________ _______ _______________

List of franchisees _______________________________________________ ______________________ ______________________ _____________________________________________________________________

Franchisee turnover rate____________________________________________________________________________________________________________________________________

Franchisee failure rate______________________________________________________________________________________________________________________________________________________________

P rofit-and-loss statem ent____________________________________________________________________________________________________________________________________________________________

B alance sheet______________________________________________________________________________________________________________________________________________________________________

Y ears in existence__________________________________________________________________________________________________________________________________________________________________

Detail

2

1

0

Q ua lity and Q ua n tity Points

Instructions: Place a check in the box to the right of each item that best describes the franchisor information provided, and record the value for each response
(0-3 points) in the Total Score column. The higher the grand total, the better the overall information the franchisor organization has provided.

_

Client_______________________________________________________________ Date_________________________________________________ _______________
Franchise Title__________________________________________________________________________
_ _________ _ __________________________ _________
Franchise Unit Address_____________________________________________________________________________________________________________________

Sample Evaluation Form for Franchise Information

Forms and Charts____________________________________________Exhibit b-1

APPENDIX B
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______________________________________________

** FTC = Federal T rade C om m ission

† UFO C = Uniform Franchise O ffering C ircular

*S BA = Sm all B usine ss A dm inistration; S BIC = S m all Business Inve stm e nt Corporation

G rand total__________________________________________________

Total per category ___________________________________________

Com pliance: FTC d isclosures** ___________________________________

C om pliance: S tate U FO C d isclo su re s†____________________________

Franchise A ssociation__________________________________________

M em ber, International

Excess royalty fee _____________________________________________

Leasehold im pro ve m e nts_______________________________________

Lease_________________________________________________________

Required m all residence __________________________________________

A dvertisers

M erchandise ve nd ors __________________________________________

M ajor sh areh olde r business ____________________________________

O ther franchise business _______________________________________

Restrictions______________________________________________________

Detailed services provided________________________________________

M andated a ttendance at meetings, exhibits ________________________

C elebrity/public fig ure involvem ent ________________________________

O ther (SBA, S BIC, le ssor, banks)* ______________________________

Franchisor_____________________________________________________

Financing________________________________________________________

Insurance _____________________________________________________

Penalties______________________________________________________

Advertising ____________________________________________________

Royalties ______________________________________________________

Renewal fees__________________________________________________

Training _______________________________________________________

S ervice-consulting fees_________________________________________

Start-up _______________________________________________________

Costs ___________________________________________________________

Exhibit B-2
Sample Questionnaire for Conducting the Engagement
General Information
1. Is the franchise in a growing industry, or has the industry plateaued?
2. Does the franchisor have a strong position in the industry?
Review of Franchisor Financial Information
3. Are the financial statements audited?
4. How do current financial statements compare with those of the last three
years?
5. Does the franchisor depend on just one or two major franchisees?
6. Does the balance sheet indicate financial stability and strength?
7. Is the operation profitable?
8. Is the cash flow positive?
9. Is there any indication that the franchisor overcharges franchisees?
10. Does the franchisor appear to be overly dependent on the sale of new fran
chises?
History and Management of the Franchisor
11. How old is the company?
12. Do the franchisor, its management, and its products have a good reputation?
13. Does the top management have experience in other companies in the same
or a similar field?
Other Franchisor Information
14. Does the company provide the required Federal Trade Commission offering
circular?
15. Does the offering circular indicate troublesome litigation?
16. What has been the dropout or failure rate of franchisees? (Obtain names and
addresses of several former franchisees to learn directly of their experience.)
Franchise Profitability
17. Are current financial statements of similar franchises and an "average" one
available? (Compare these documents to projected financial statements the
franchisor furnished. Study or prepare a modified projection, if appropriate.)
Financial Requirements
18. Are the investment and other start-up costs clearly spelled out and reason
able?
19. Is the return on investment adequate?
20. Are ongoing franchise fees and other charges reasonable?
21. What financing is available?
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Location
22. Does the proposed location appear to be a good one? (Consider traffic
access, visibility, and so on.)
23. Is the location zoned properly?
24. Are alternative locations available?
25. Does the franchisor have market studies to support the selection?
26. Does the franchisor provide facility design and layout?
27. How successful have other franchisees been in similar locations?
28. Is there any danger of saturation in that area?
29. If the franchise agreement does not specify the location, will the franchisor
refund any deposits if the client later rejects a proposed location?
30. Are the lease terms reasonable?
Legal Agreements
31. Does the agreement offer the opportunity to acquire other locations or an
area franchise?
32. Is there an equitable method of surrendering the franchise?
33. Are there reasonable provisions for reselling the business?
34. What type of exclusivity (territorial or other) does the franchisor offer?
35. Is the franchise term sufficiently long, or does it provide reasonable renewal
options?
36. What restrictions apply to the purchase of supplies and services?
37. Does the franchisor provide restricted products in an efficient manner?
38. What restrictions are there on other franchisee activities?
39. Are the franchisor’s cancellation clauses reasonable?
Other Benefits and Miscellaneous Matters
40. What initial training does the franchisor offer?
41. What follow-up training is available?
42. Is the local advertising program cost-effective in relation to advertising
charges the franchisee pays?
43. Does the franchisor offer a good accounting system?
44. Does the franchisor provide comprehensive operating manuals?
45. What regular financial information does the franchisor require?
46. Does the franchisee have the option to invest in or acquire the real estate?
47. What tax benefits does the franchise offer?
Contacting Present and Former Franchisees
48. Will the franchisor cooperate in permitting open discussions with several
existing and former franchisees? (If yes, obtain client permission to interview
them in person or by telephone.)
49. Are franchisees’ comments generally favorable and consistent?
50. Does any major weakness exist, according to the former franchisees?
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Comparative Review of Franchise Terms
51. How do the terms of the franchise unit under consideration compare to other
units in the franchise organization?
52. How do the terms compare with those other franchisors offer?
Client Information
53. Does the client have any business background?
54. Has the client ever operated a business?
55. Will the client be a passive or an active owner?
56. Does the client have adequate funds for both capital and operating needs?
57. Will other client interests leave time for sufficient involvement in the proposed
venture?
58. Are the client’s management skills compatible with the needs of the franchise?
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Exhibit B-3

Flowchart of a Typical Engagement
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APPENDIX C

Case Study of Acme Fast Food Franchise
Background Information
John Trion, a partner in the firm of Smith & Trion, CPAs, receives a call from a
potential new client, Jeff Willard. Willard, who was referred by a banker, indicates
that he is seriously considering acquiring an Acme Fast Food franchise in a
neighboring town and wishes an appointment. They agree to meet the next day.
At the next day’s meeting, Trion asks Willard about his professional back
ground and financial resources. He learns that Willard operated a full-service
restaurant in the suburbs, which he recently sold at a profit. He appears knowl
edgeable about the food industry. He also appears to have the financial resources
to buy a franchise.
Trion also asks Willard for all the data he has obtained so far about the
franchisor, Acme Fast Food International, Inc. The meeting concludes with Wil
lard’s agreeing to sign an engagement letter. Exhibit C-1 is a sample engagement
letter. Trion will inform the franchisor that his firm has been retained to conduct
a franchise evaluation engagement.

The Engagement
Trion drafts an overall work plan and decides to use a fact-finding questionnaire
(similar to the one in appendix B). He learns that Acme Fast Food International,
Inc., has a regional office in the city and arranges to visit it. Lionel Rhodes, the
local district manager, meets with him and provides him with a comprehensive
package that includes—
• The franchise offering circular, as required by the Federal Trade Commission.
• Acme’s financial statements.
• A franchise information brochure, if available.
• A letter outlining details about the proposed location.
Rhodes cooperates fully and goes through the detailed questionnaire with
Trion. Rhodes provides all the information Trion requests, including the names
and telephone numbers of all existing and two former franchisees located in the
area.

Reviewing the Questionnaire and Material
Trion reads through the material he has received and learns that Acme Fast Food
International, Inc. is a strong company and that its franchises are growing in
number and have been very successful. The offering circular provides detailed
information about Acme’s management and the typical financial requirements.
The circular includes sample legal agreements required of all franchisees and
details on operating conditions and restrictions. The material also presents sched
ules listing financial requirements and typical operating costs.
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Holding Discussions With Franchisees
Trion decides to save time by telephoning two existing and two former franchi
sees. Both existing franchisees describe their operations as being well managed
and indicate a generally good relationship with Acme Fast Food. They indicate
that long hours and hard work are essential to successfully operate the franchise.
The two former franchisees are initially reluctant to speak but finally explain
why they sold out. Their reasons for reselling differ. The first indicates he became
ill and could not continue to operate the franchise. The second franchisee relates
that he had underestimated the total work obligation and preferred another busi
ness that put fewer demands on his time.

Evaluating the Proposed Location
Trion drives to Wilson Street, the location of the available franchise, Good Food,
Inc., doing business as Acme Fast Food, Inc. He observes that it is at the corner
of two heavily traveled streets. The location is in a growing middle-class neigh
borhood and appears to be ideal for a fast-food restaurant. Trion does not eval
uate the demographics of the proposed location because Jones & Company has
already conducted a demographic and marketing study of the area. (See the
sales section, number 6, in “ Summary of Significant Assumptions....” )

Concluding the Engagement
Trion speaks to Jeff Willard several times as he proceeds. His client advises
Trion that he need not take the time to gather information about a competing
franchise. Trion prepares his final report and invites Willard to his office for a
meeting.
Trion describes his procedures to his client and relates the pros and cons of
the proposed investment. He also says he likes the fact that his client is familiar
with the industry that he may be re-entering, although the new place is a fastfood operation instead of, as before, a full-service restaurant.
Trion has previously received financial information from both Willard and the
franchisor. Using the franchisor’s data, Trion prepared comprehensive prospec
tive financial statements1 and now proceeds to discuss them with Willard. Trion
also notes that he likes the franchise site. Willard concludes that he will pursue
the investment, and the meeting ends.

1. See Guide for Prospective Financial Statements (New York: AICPA, 1986).
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Exhibit C-1

Sample Engagement Letter
Smith & Trion, CPAs
1123 Main Street
Anytown, California 95845
May 6, 19XX
Mr. Jeff Willard
3445 First Street
Anytown, California 95845
Dear Mr. Willard:
This letter confirms our arrangements to evaluate your proposed franchise
investment in an Acme Fast Food outlet located in Nexttown, California.
The objectives of our evaluation are to do the following:
1. Investigate the strengths and weaknesses of the Acme Fast Food International
franchisor organization and the selected franchise.
2. Provide you with our comments about your suitability for this type of investment.
Later, we will decide together whether to obtain information about competing
franchises and prepare a comparative study.
We presume you will seek third-party financing if you decide to purchase the
franchise. Therefore, in accordance with standards established by the American
Institute of Certified Public Accountants, we will use information you2 provide to
compile projected balance sheets, statements of income and changes in cash
position, and related summaries of significant assumptions and accounting pol
icies of Good Food, Inc., d/b/a Acme Fast Food, Inc., as of December 31, 19XX,
and December 31, 19XY. We will compile our report from information you provide,
including assumptions about conditions you expect to exist and actions you
expect to take during the projection period, assuming the business is operated.
We will not express any form of assurance about the achievability of the projection
or about the reasonableness of the underlying assumptions.
We will base our evaluation on information that you and the franchisor provide,
as well as information we are able to obtain concerning competitor franchisors.
Our report to you will be in writing and will be delivered no later than June 15,
I9XX. We have no responsibility to update our report to take account of circum
stances occurring after the date of the report.

2. Throughout this appendix, the word you equals management as defined in Statement
on Standards for Accountants’ Services on Prospective Financial Statements, Financial
Forecasts and Projections (New York: AICPA, 1985).
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We do not guarantee that our evaluation will produce the results you are
seeking, and our fee is not contingent on the results in any manner. Our billings
are based on our standard hourly rates plus out-of-pocket expenses.
You should anticipate that there will usually be differences between projected
and actual results, even if the business is operated, and that those differences
may be material because events and circumstances frequently do not occur as
expected. Our report will contain a statement to that effect.
You are responsible for representations about plans and expectations and
for disclosure of significant information that might affect the ultimate realization
of the projected results. Therefore, at the conclusion of the engagement, you
agree to supply us with a representation letter, which, among other things, will
confirm your responsibility for the underlying assumptions and the appropriate
ness of the financial projection and its presentation.
If for any reason we are unable to complete our compilation of your financial
projection, we will not report specifically on such information. In order for us to
complete this engagement, you must provide assumptions that are appropriate
for the projection. If the assumptions are inappropriate and you do not revise
them to our satisfaction, we will be unable to complete the engagement and,
accordingly, we will not issue a report on the projection.
We understand that the projection and our report on it are solely for your use
in considering the proposed investment. If you would like a report to distribute
to third parties, we may need to perform additional procedures to provide you
with it.
We shall be pleased to discuss this letter with you at any time. If the above
is in accordance with your understanding, please sign this letter and return one
copy to us.
Sincerely,

John Trion, CPA
SMITH & TRION
JT:rh
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Exhibit C-2

Sample Report and Projections
Smith & Trion, CPAs
1123 Main Street
Anytown, California 95845
June 15, 19XX
Mr. Jeff Willard
3445 First Street
Anytown, California 95845
Dear Mr. Willard:
We are pleased to provide you with the following analysis of Good Food, Inc., d/b/a
Acme Fast Food, Inc. In preparing this report, we reviewed the documents you provided
on the franchisor, Acme Fast Food International, Inc. We also visited the Acme Fast Food,
International, Inc., regional office and discussed your franchise proposal with Lionel Rhodes,
the company’s district manager, who gave us information regarding all existing and former
franchises in the area. In addition, we reviewed the records you provided about your financial
resources, experience, and personal and business objectives to evaluate your suitability
to own and operate an Acme franchise. The analyses contained in our report are also based
on information supplied to us by Acme Fast Food International, Inc., and Good Food, Inc.,
d/b/a Acme Fast Food, Inc., and by their directors, officers, and employees. They repre
sented that the data they supplied to us was complete and accurate. We have not audited
this data and, accordingly, we express no opinion about its completeness and accuracy.
We have compiled the accompanying projected balance sheets and statements of
income and changes in cash position of Good Food, Inc., d/b/a Acme Fast Food, Inc., as
of December 3 1 , 19XX and 19XY in accordance with standards established by the American
Institute of Certified Public Accountants. We have no responsibility to update this report for
events and circumstances occurring after the date of this report.
We prepared the accompanying projection and this report on Good Food, Inc., a fran
chised restaurant, to assist you in determining whether to purchase and operate the res
taurant, and you should not use these documents for any other purpose.
We limit a compilation to presenting, in the form of a projection, information that is your
representation. We do not evaluate the assumptions underlying the projection. We have not
examined the projection and, accordingly, do not express an opinion regarding its credibility,
nor do we offer any other form of assurance about the accompanying statements or as
sumptions. Furthermore, even if you do operate the business, you should anticipate that
differences usually appear between projected and actual results because events and cir
cumstances frequently do not occur as expected; and those differences may be material.
This report does not cover the tax aspects of the purchase. Since the proposed business
would be an S Corporation for federal income tax purposes, you should obtain professional
counseling on the tax consequences of the venture.
After reviewing the foregoing information, we conclude that the following are the main
strengths and weaknesses of the franchise.
Summary of Apparent Strengths
1. The projected balance sheets, statements of income, and changes in cash position
(attached) suggest that if the franchise can attain management’s projected numbers,
there should be a positive cash flow after the first month and an acceptable rate of return
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2.

3.

4.
5.

on the initial investment. We project that the stockholder’s equity will increase from
$100,000 to $128,836 in the first year. We also project a substantial increase in profits
for 19XX.
The franchisor has been in business since 19MM and now has over four hundred fran
chises. Its audited financial statements, which the franchisor provided to us, indicate
the business has made a profit over the last five years and has a working capital ratio
of more than 1.5 to 1. The franchisees we contacted appear, on the whole, to be satisfied
with the franchisor, judging by our discussions with them.
The training the franchisor supplies appears to be extensive and includes over two
hundred hours of on-site training. The discussions we had with other franchisees suggest
that the training is very thorough.
Our review of your financial statement indicates that you have more than the minimum
required to capitalize this business in accordance with the franchisor’s proposal.
You are not required to purchase food from the franchisor or his sources, but only to
obtain company approval of your suppliers.

Summary of Apparent Weaknesses
1. Our review of the franchise agreement with the franchisor indicates that you have a very
limited exclusive territory. Other Acme Fast Food franchises can locate outside a twomile area of your franchise. This may limit your market share and make advertising less
cost-efficient.
2. The location that you selected is the first fast-food franchise in the area. The traditional
wisdom is that it is safer for a fast-food franchise to go into an area where there are
other fast-food franchises.
3. The franchise will cost you approximately $300,000 to purchase, and you will require at
least $50,000 to operate the business. This is considerably more than the opening and
initial operating costs of other popular fast-food franchises.
4. The franchise agreement is for a ten-year period with only one three-year renewal option.
This is short compared to the industry standard of ten years and two five-year renewal
options.
You should consider these strengths and weaknesses and other factors before deciding
whether to invest in the franchise.
Personal Suitability for Acme Franchise Ownership
Based on the information you provided to us, you appear well suited to own and operate
an Acme franchise. Your capital resources are adequate for the purchase and operation
of the business. Your significant experience as a restaurant operator suggests adequate
knowledge of the food service industry. Finally, your personal and business objectives
appear attainable through ownership of an Acme Fast Food franchise.
We appreciate this opportunity to serve you. If we can be of any further assistance in
reviewing this franchise proposal or in implementing the acquisition should you proceed
with it, please call us.
Sincerely,

John Trion, CPA
SMITH & TRION
JT:rh
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0

0

0
0

100,000

40,000

40,000

0

60,000

0

Mar.

Apr.

May

100,000

40,000

40,000

0

0

60,000

100,000

40,000

40,000

10,000

140,000

42,000

40,000
2,000

30,000

30,000

30,000

10,000
10,000

68,000

50,000

$ 60,000 $ 60,000 $ 50,000 $ 68,000$

Feb.

0

Total assets

Jan.

July

Aug.

Sept.

Oct.

Nov.

Dec.

Dec. 31
19XY

300,000

67,000

5,000
40,000
22,000

210,000

299,947

66,000

5,000
39,366
21,634

208,500

210,000
1,500

120,000
90,000

120,000
90,000
210,000

25,447

23,000

306,194

65,000

5,000
38,732
21,268

207,000

210,000
3,000

120,000
90,000

34,194

314,902

64,000

5,000
38,098
20,902

205,500

210,000
4,500

120,000
90,000

45,402

323,609

63,000

5,000
37,464
20,536

204,000

210,000
6,000

120,000
90,000

56,609

332,316

62,000

5,000
36,830
20,170

202,500

210,000
7,500

120,000
90,000

67,816

49,000

5,000
28,588
15,412

183,000

210,000
27,000

120,000
90,000

210,756

341,023 $ 442,756

61,000

5,000
36,196
19,804

201,000

210,000
9,000

120,000
90,000

79,023

23,000 $ 25,447 $ 34,194 $ 45,402 $ 56,609 $ 67,816 $ 79,023 $210,756

June

-----------------.--------------------------------------------------------------------------------------- 19 X X ________________________________________________

Total other assets

Other Assets
Deposits
Franchise fee, net of accumulated amortization
Start-up cost, net of accumulated amortization

Less accumulated depreciation

Total current assets
Property and Equipment, at cost
Equipment, furniture, and fixtures
Leasehold improvements

Current Assets
Cash

ASSETS

Good Food, Inc., d/b/a Acme Fast Foods, Inc.
Projected Balance Sheets Assuming Adequate Capitalization and Operation
December 31, 19XX and December 31, 19XY
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0

0

0

0

0

100,000

$100,000 $100,000

100,000

10,000
90,000
0

10,000
90,000
0

0
0

0

0

0

See accompanying accountant’s report and the summary of significant assumptions.

Total liabilities and stockholders'equity

Total stockholders’ equity

Total long-term debt
Stockholders’ equity
Capital stock, common, $10 par value 5,000
shares authorized, 1,000 shares issued
Additional paid-in capital
Net profit (loss)
0
100,000

10,000
90,000
0

40,000

100,000

10,000
90,000
0

183,000

40,000
160,000
(17,000)

$100,000 $140,000 $300,000

100,000

10,000
90,000

0

40,000

17,000

0

Total current liabilities

Long-term Debt
Shareholder loans
National Bank
Less current portion above

17,000

LIABILITIES AND STOCKHOLDERS’ EQUITY

Current Liabilities
Current maturities of long-term debt
Accounts payable and accrued expenses

88,752

10,000
90,000
(11,248)

180,442

40,000
157,442
(17,000)

37,000

17,000
20,000

$299,947 $306,194

81,220

10,000
90,000
(18,780)

181,727

40,000
158,727
(17,000)

37,000

17,000
20,000

108,771

10,000
90,000
8,771

177,838

40,000
154,838
(17,000)

37,000

17,000
20,000

$314,902 $323,609

98,755

10,000
90,000
(1,245)

179,147

40,000
156,147
(17,000)

37,000

17,000
20,000

$332,316

118,797

10,000
90,000
18,797

176,519

40,000
153,519
(17,000)

37,000

17,000
20,000

247,544

10,000
90,000
147,544

156,212

40,000
135,212
(19,000)

39,000

19,000
20,000

$341,023 $ 442,756

128,836

10,000
90,000
28,836

175,187

40,000
152,187
(17,000)

37,000

17,000
20,000
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Total G&A Expense

General and Administrative Expenses
Advertising
Auto and truck
Franchise fees
Insurance (business)
Dues and subscriptions
Laundry
Miscellaneous and licenses
Office supplies
Operating supplies
Professional fees
Rent
Repairs and maintenance
Taxes (business)
Telephone and utilities
Depreciation and amortization

Gross profit

Sales
Cost of Sales
Food
Wages
Fringe benefits

Feb.

0

_____ 0 ______ 0

_____ 0

Jan.

Mar,

0

0

Apr.

0

0

May

0

0

June

0

0

17,180

1,400
300
3,500
300
120
125
310
250
1,400
350
4,200
175
420
1,830
2,500

200

35,000
30,000
4,800

$70,000

July

Sept.

Oct

Nov.

21,080

1,900
300
4,750
300
120
125
310
250
1,900
350
5,700
175
570
1,830
2,500

30,400

37,050
23,750
3,800

23,420

2,200
300
5,500
300
120
125
310
250
2,200
350
6,600
175
660
1,830
2,500

35,200

42,900
27,500
4,400

23,420

2,200
300
5,500
300
120
125
310
250
2,200
350
6,600
175
660
1,830
2,500

35,200

42,900
27,500
4,400

23,420

2,200
300
5,500
300
120
125
310
250
2,200
350
6,600
175
660
1,830
2,500

35,200

42,900
27,500
4,400

$95,000 $110,000 $110,000 $110,000

Aug.

23,420

2,200
300
5,500
300
120
125
310
250
2,200
350
6,600
175
660
1,830
2,500

35,200

42,900
27,500
4,400

$110,000

Dec

Dec 31
19XY

131,940

12,100
1,800
30,250
1,800
720
750
1,860
1,500
12,100
2,100
36,300
1,050
3,630
10,900
15,000

171,400

243,650
163,750
26,200

283,692

26,400‘
3,780
66,000
3,760
1,512
1,575
3,906
3,150
26,400
4,410
79,200
2,205
8,316
23,058
30,000

422,400

514,600
330,000
52,800

$605,000 $1,320,000

Total

--------------------------------------------------------------------------------------- 19 X X ________________________________________________ _ ___________ _

Good Food, Inc., d/b/a Acme Fast Foods, Inc.
Projected Statements of Income and Changes in
Cash Position Assuming Adequate Capitalization and Operation for the Two Years Ending December 31, 19XY
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$

0 $60,000

60,000
0
$60,000

0
60,000
$50,000

(10,000)
60,000

(10,000)

0

See accompanying accountant's report and the summary of significant assumptions.

Cash end of period

18,000
50,000

0
0

lncrease/(decrease) in cash
Cash beginning of period

0

160,000

0

0

0

$68,000

$23,000

(45,000)
68,000

(5,000)
(20,000)

(120,000)
(20,000) (60,000)

40,000

0

0

(2,000)

(40,000)

100,000

0

0

0

0

0

Cash provided by operation
Add (deduct):
Capital stock purchased
Shareholder loans
Loans (National Bank)
Accounts payable (operations)
Equip., furniture, and fixtures
Leasehold improvements
Franchise fee
Deposits
Start-up expenses

0

0

0

0

Net income/(loss)
Add Noncash expense:
Depreciation and amortization

0

0

Income (loss) operations
Less interest expense

$25,447

2,447
23,000

(1,273)
20,000

$34,194

8,747
25,447

(1,285)

10,032

2,500

(16,280)

7,532

2,500

9,320
1,788

(18,780)

(16,980)
1,800

$ 45,402

11,208
34,194

(1,295)

12,503

2,500

10,003

11,780
1,777

$56,609

11,207
45,402

(1,309)

12,516

2,500

10,016

11,780
1,764

$67,816

11,207
56,609

(1,319)

12,526

2,500

10,026

11,780
1,754

43,836

15,000

28,836

39,460
10,624

$79,023

11,207
67,816

131,733
79,023

(16,975)

148,708

30,000

118,708

138,708
20,000

$79,023 $ 210,756

79,023
0

100,000
40,000
(1,332) 152,187
20,000
(120,000)
(90,000)
(40,000)
(5,000)
(22,000)

12,539

2,500

10,039

11,780
1,741

Good Food, Inc., d/b/a Acme Fast Food, Inc.
Summary of Significant Assumptions Employed in Preparing
the Projected Balance Sheets and Statements of Income
and Changes in Cash Position for the Two Years Ending
December 31, 19XY
These projected balance sheets and statements of income and changes in
cash position present, to the best of your knowledge and belief, the expected
financial position, results of operations, and changes in cash position for the
projection period if the business is capitalized and operated. These projections
assume the practitioner has determined that the business is a reasonable in
vestment. Accordingly, the projection reflects your judgment as of June 1 5 , 19XX,
this projection’s date, about expected conditions and actions if such business
is operated. The presentation provides information for determining the feasibility
of operating the franchise and cannot be considered a presentation of expected
future results. Accordingly, this projection may not be useful for any other pur
poses. The assumptions disclosed herein are those that you believe are signif
icant to the projection; however, you have not decided to operate the business.
After a business becomes operational, projected and actual results usually differ
because events and circumstances frequently do not occur as expected; such
differences may be material.
1. Summary of Significant Accounting Policies
The accounting policies relative to balance sheet accounts are indicated in
the captions on the balance sheet. Depreciation is calculated over the esti
mated useful lives of the equipment, using the straight-line method. Start-up
expenses are amortized over a sixty-month period.
2. Hypothetical Assumption; Successful Negotiation of a $160,000 Loan
The projections assume that the corporation will successfully negotiate a
$160,000 equipment and leasehold improvement loan. You have calculated
interest on this $160,000 loan at 1.5 percent over the prime rate of 10 percent,
with an amortization period of seven years. The payment has been calculated
at $2,740 per month.
3. Hypothetical Assumption: Capitalization of the Corporation
You intend to capitalize the corporation with $100,000 of stock purchased at
1,000 shares of $10 at par value with 90,000 of additional paid-in capital.
You also intend to loan the corporation $40,000 at 10-percent interest.
The corporation will pay only interest during the first ten years and will make
a balloon payment at the end of the ten-year period.
4. Franchise Fee
The franchise fee consists of a one-time payment of $40,000 plus continuing
monthly payments of 7 percent of gross sales, with 2 percent of that going
for advertising.
5. Start-up Expenses
Start-up expenses are projected at $22,000, including organizational ex
penses of the corporation and initial training of the staff before the store
opens.
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6. Sales
Sales are based on the national averages for Acme Fast Food franchises
and the findings of a demographic and marketing study of the potential site
conducted by Jones & Company and obtained through Good Food, Inc.,
d/b/a/ Acme Fast Food, Inc.
7. Cost of Sales
Cost of sales is based on the following national averages for Acme Fast Food
franchises: food, 39 percent; wages, 23 percent; fringe benefits, 4 percent.
8. Rent
Rent is $4,200 per month or 6 percent of sales, whichever is higher, based
on management's initial agreement with the property owner.
9. Other
The projections for general and administrative expenses, such as advertising
costs, are based on national Acme Fast Food franchise information and your
knowledge of the restaurant industry and local-area expenses. Advertising
and other costs are expected to increase in line with the consumer price
index.
10. Income Tax
You intend to establish the venture as an S-Corporation. Under this election,
stockholders pay personal income tax on net earnings. Accordingly, the pro
jection makes no provision for corporate payment of federal and state income
taxes.
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Exhibit C-3

Sample Representation Letter
Mr. Jeff Willard
3445 First Street
Anytown, California 95845
May 10, 19XX
Mr. John Trion
Smith & Trion, CPAs
1123 Main Street
Anytown, California 95845
Dear Mr. Trion:
As we agreed, you are to compile projected balance sheets, statements of
income and changes in cash position, and summaries of significant assumptions
(including the assumption that the business is operated) for Good Food, Inc.,
d/b/a Acme Fast Food, Inc. (the "company” ), for the two years ending December
31, 19XX and 19XY. I make the following representations about the accounting
policies and other information I provided to you for these projections:
1. The financial projection presents my assumptions and, to the best of my
knowledge and belief, the company’s expected financial position, results of
operations, and changes in cash position for the projection period, assuming
the business is operated.
2. The accounting principles underlying the financial projection are in accord
ance with the generally accepted accounting principles the company expects
to use during the projection period. The company expects that the principles
will be consistent with those it will use in preparing its historical financial
statements.
3. The financial projection is based on my judgment, considering present cir
cumstances, of the expected conditions and actions, assuming I operate the
business and it is adequately capitalized.
4. I have provided you with all significant information that I believe is relevant
to the projection.
5.

I believe the assumptions underlying the projection are appropriate and rea
sonable, provided the business is operated.

6. To the best of my knowledge and belief, the documents and records sup
porting the assumptions are appropriate.
7. I intend this projection to serve solely for my use in considering the proposed
investment.
Sincerely,

Jeff Willard
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MAS PRACTICE AIDS
MAS Small Business Consulting Practice Aids Series
No.
No.
No.
No.
No.

1
2
3
4
5

No.
No.
No.
No.
No.
No.
No.
No.

6
7
8
9
10
11
12
13

Assisting Small Business Clients in Obtaining Funds
Identifying Client Problems: A Diagnostic Review Technique
Assisting Clients in Maximizing Profits: A Diagnostic Approach
Effective Inventory Management for Small Manufacturing Clients
Assisting Clients in Determining Pricing for Manufactured
Products
Business Planning
Personal Financial Planning: The Team Approach
Valuation of a Closely Held Business
Diagnosing Management Information Problems
Developing a Budget
Cash Management
Evaluating and Starting a New Business
Assessing Franchise Opportunities
MAS Technical Consulting Practice Aids Series

No.
No.
No.
No.
No.

1

No.

6

No.
No.
No.

7
8
9

2
3
4
5

EDP Engagement: Systems Planning and General Design
Financial Model Preparation
Financial Ratio Analysis
EDP Engagement: Software PackageEvaluation and Selection
EDP Engagement: Assisting Clients in SoftwareContract
Negotiations
Assisting Clients in the Selection and Implementation of
Dedicated Word Processing Systems
Litigation Services
Mergers, Acquisitions, and Sales
Improving Productivity Through Work Measurement: A
Cooperative Approach
MAS Practice Administration Aids Series

No.
No.
No.
No.
No.

1
2
3
4
5

Developing an MAS Engagement Control Program
Cooperative Engagements and Referrals
Written Communication of Results in MAS Engagements
Starting and Developing an MAS Practice
Communicating With Clients About MAS Engagement
Understandings
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